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Taxation of Lottery Winnings

QUESTIONS

1 Would it be constitutional to impose atax on winnings from the Tennessee lottery?

2. Would such atax satisfy equd protection requirementsif it were gpplied to lottery winnings
but not to other prize winnings, gambling winnings, found money, rewards, or ordinary earned income?

OPINIONS

1. Yes. Acting under its powers enumerated in Article I, Section 28 of the Tennessee
Consgtitution, the General Assembly could declare participation in the Tennessee | ottery to be ataxable
privilege, and it could measure that tax by a percentage of winnings from the lottery.

2. Yes. Imposing such atax onlottery winningsbut not on other winnings or income would
be constitutionally permissible and would not violate equal protection.

ANALYSIS

(1)

Theingtant questionsfocus on the nature and legdity of taxing lottery winnings. Whilesuch atax
has not previously been addressed in Tennessee because of the condtitutiona prohibition of a State [ ottery,
therecent amendment to Article X1, Section 5, authorizing the Generd Assembly toimplement acarefully-
prescribed type of lottery, makes consideration of this question appropriate.

The General Assembly hasvirtualy unlimited power to declare, define, and tax privileges. Article
[, Section 28 of the Tennessee Constitution recognizesthat “[t]he Legidature shall have power to tax
merchants, peddlers, and privileges, in such manner asthey may fromtimetotimedirect....” Sincethe
founding of the State, the courts haverecognized the extremely broad discretion of thelegidatureto design
the system of taxationin Tennessee. See Mabry v. Tarver, 20 Tenn. (1 Humph.) 98 (1839); Jenkinsv.
Ewin, 55 Tenn. (8 Heisk.) 456 (1872); Ogilvie v. Hailey, 141 Tenn. 392, 210 S.W. 645 (1918).
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In Hooten v. Carson, 186 Tenn. 282, 209 SW.2d 273 (1948), the Supreme Court, in upholding
the newly-adopted sdestax, found “thelaw [to be] well settled that the State in the exercise of itssovereign
power may impose aprivilege tax upon any and al business transactions to the end that the generd public
be protected from unfair trade practices. ...” 186 Tenn. at 288-89. Further, inthat same year the Court
in Knoxtenn Theatresv. Dance, 186 Tenn. 114, 208 S.W.2d 536 (1948), upheld a privilege tax on the
purchase of ticketsfor admission to atheater, picture show, or other place of amusement, stressing thet the
pursuit of pleasure may be taxed as a privilege. 186 Tenn. at 119.

Under these authorities, the General Assembly quite clearly could declarethe purchase of alottery
ticket or share, or genera participation in the State-sponsored lottery, to be ataxable privilege. Such
participation has dements of both abus ness transaction and an amusement, and its existence is dependent
upon authorization by the State. Thus, it meetsthe most stringent view of what may be characterized as
aprivilege and taxed as such.

If the legidature should declare purchase of alottery ticket or shareto be taxable asaprivilege,
it then would have discretion to determine how the tax on that privilegeisto be imposed and measured.
The courts have recognized the “authority for the legislature to measure the tax by any reasonable
standard.” Bank of Commerce & Trust Co. v. Senter, 149 Tenn. 569, 585, 260 SW. 114 (1924). The
Supreme Court in Bank of Commerce approved the corporate excise tax as a privilege tax on doing
business in Tennessee in the corporate form, measured by a percentage of the net income of the
corporation. And just as earnings from the privilege of doing businessin the corporate form are a
reasonable and permissible measure for the corporate excise tax, the winnings resulting from the privilege
of buying alottery ticket are a reasonable and permissible measure for atax on that privilege.

Thus, it isclear from well-established Tennessee precedents that the General Assembly could
impose atax measured by a percentage of winnings from the Tennessee lottery. It could do this by
declaring participation in thelottery to be taxable privilege, and basing the tax on the amount of one’s
winnings.

Theingant question refersto “theimposition of aHal Income Tax onlottery winnings.” The sort
of privilegetax described aboveis grounded in acompletely different legd theory than the Hall Income Tax.
Such atax onlottery winningswould not beamere expansion of theHall Income Tax. TheHall Income
Tax isbased onthelanguageof Articlell, Section 28 of the Congtitution that states, “the L egidature shall
have power to levy atax upon incomes derived from stocks and bondsthat are not taxed ad valorem.”
Asaresult, the Hall Income Tax reaches only stock dividends and bond interest, asthe legidature has
defined thoseterms. See Tenn. Code Ann. 88 67-2-101 & -102. Lottery winningsdo not fall into these
categories, and thus atax on those winnings cannot be premised on an expansion of the Hall Income Tax,
at least as that term has heretofore been used in Tennessee.

Inquiry isaso made concerning whether impaosition of atax on lottery winnings would congtitute
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anincometax. Thisdependsentirely on what one meansby anincometax. Some might consider the
excisetax, Tenn. Code Ann. 88 67-4-2001 et seq., to be anincometax, sinceit now amountsto 6¥2%
of net earnings of corporations and other specified entities doing businessin Tennessee. Tenn. Code Ann.
§67-4-2007. Technically speaking, however, the excisetax isnot adirect incometax, but aprivilegetax
that is measured by income. Whether a particular levy is an income tax or not liesin the eye of the
behol der, and depends on whether one affixesthat term based on the measure of thetax or onitslegal
incidence.

Of course, the General Assembly could attempt to impose adirect incometax on lottery winnings,
without characterizing thelevy asaprivilegetax. Thismight enablethetax to have adifferent scopeand
to reach, for instance, winnings by Tennesseeresidentsfrom other states' lotteries. Premisedinsucha
way, such atax would present the constitutional question of whether adirect tax onincome, or atax on
the privilege of receiving incomeor earnings, ispermissiblein Tennessee. See Evansv. McCabe, 164
Tenn. 672, 52 SW.2d 159 (1932); Jack Cole Co. v. MacFarland, 206 Tenn. 694, 337 SW.2d 453
(21960). WhilethisOffice believesthat such atax ispermissible, see Op. Tenn. Att'y Gen. No. 99-217
(Oct. 28,1999), it would present issues beyond those that are necessary for oneto addressin considering
aprivilege tax on purchasing lottery tickets, measured by the winnings from the Tennessee |ottery.

)

The next question is whether atax on or measured by lottery winnings would satisfy equal
protection standards if the tax did not reach other prize winnings, gambling winnings, found money,
rewards, or ordinary earned income. The clear answer isthat such atax would not violate the equal
protection provisions of the fourteenth amendment to the U.S. Congtitution, or Article |, Section 8, and
Article X1, Section 8, of the Tennessee Constitution.

Instructuring their tax systems, the states' powersto makeclassificationsareat their broadest. A
mererationd basisissufficient to sustain classificationsin the objects or amounts of taxation, solong asthe
tax does not discriminate against a suspect class or infringe on afundamenta right, neither of whichisa
concern in taxing lottery winnings. The Supreme Court articul ated these general principles of equal
protection law in Doev. Norris, 751 S.\W.2d 834, 840-42 (Tenn. 1988), asfollows:

The concept of equa protection espoused by the federal and our
date conditutionsguaranteesthat “ dl personssmilarly circumstanced shal
betreated dike.” Conversdly, thingswhich aredifferentin fact or opinion
are not required by either condtitution to be trested the same. “Theinitid
discretion to determinewhat is* different’ and what is‘the same' resides
inthelegidatures of the States,” and legidatures are given considerable
latitude in determining what groups are different and what groups are the
same. Id. Inmogt ingtancesthejudicid inquiry into the legidative choice
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islimited to whether the classifications have areasonable relationship to
alegitimate interest.

Consequently, legidation containing particular classficationsisnot in violation of the Tennessee or federa
congtitutionif “any possiblereason can beconceived tojustify the classification, or if the reasonableness
befairly debatable. ...” Estrinv. Moss, 221 Tenn. 657, 430 S.W.2d 345, 349 (1968); Nolichuckey
Sand Co. v. Huddleston, 896 SW.2d 782, 789 (Tenn. Ct. App. 1994). It iswell-settled that the rationa
basstest particularly appliesin therealm of taxation, where the legidature' s prerogatives and prioritiesin
setting public policy must be given broad leeway. See Brentwood Liquors Corp. v. Fox, 496 SW.2d
454, 457 (Tenn. 1973); City of Tullahoma v. Bedford County, 936 S.W.2d 408, 412 (Tenn. 1997);
Salcup v. City of Gatlinburg, 577 SW.2d 439, 443 (Tenn. 1979). As*“theright to tax is essential to
the existence of government, and isparticularly amatter for theLegidature,” aplaintiff seekingto chalenge
the congtitutionality of a Tennessee revenue statute “ bears aheavy burden.” Nolichuckey Sand Co. v.
Huddleston, 896 SW.2d 782, 788 (Tenn. Ct. App. 1994), quoting Vertrees v. Sate Board of
Elections, 141 Tenn. 645, 214 SW. 737, 740 (1919).

There arenumerous reasonswhy thelegidature could deem it proper to tax lottery winningsand
not other formsof gambling winningsor earnings. Foremaost among these reasonsfor specia taxation of
the Tennesseelottery and itswinningsisits character asa State-sponsored gambling enterprise. Obvioudy,
the State can attempit to derive specia revenue from such an enterprise that it sponsors and promotes.
Because of the extensive State invol vement with thelottery, it isreasonablefor itswinningsto betreated
differently from other winnings, or from ordinary earnedincome. Moreover, |ottery winningscan readily
beidentified asamore appropriate object of taxation than earned income, in light of the State’ sstrong
interest in promoting the work ethic and productive endeavors.

Consequently, it isclear that the Genera Assembly may tax winnings from the Tennessee [ ottery,
evenif it chooses not to tax other typesof winningsand earnings. Neither the United States Congtitution
nor the Tennessee Constitution prohibits such reasonable classifications in our tax laws.
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